
Mr.......... m other MIjuItmentI baled on hi. ""'il of Ameritech's
budIetS.~ his with thoM '&4Ie1ttld by Dr. Ankun'I. and by
~ino 1M AI'thx AndInen model develor- ....-tcup. of 5.3125" over TELRIC far
stweel CIOstl Mel 1.•7.,. markup for cammon COltS, for a total rMr1wp of 12.2812%
over TELRIC far 811 ...... .-ad common costs. (Id., p. 30).

As noted in the discussion of snared costs eove, Dr. Ankum made various
adjustments which resulted in a~ of joint costs divided by eJLt8nded TElRICs
of 5.9CN.. Mel witnesl AnIcum testified that, in hi. opinion, ArneritIIch's shared and
cammon coati ....~.. by a minimum of~..... on that ItaterMnt he
dttvetops a martwp for commen coati of 8.381' over TELRIC. Combining the two
mlll'kups, he reaommencs. a fixed markup of 1•.42% over TElRIC for sNnd and
common COlts combined. (Mel Ex. 2.0P, pp. 9, 101. 116-117).

According' to AT&T and Mel, an app'''. range, thenafare. in which the
Commis.ion could choo.. a combined shared and common coat lMf'k-up is between
10% and 1""'.

Amerttech Rebuttlll

In response to Dr. Ankum, ArMritech Illinois arguel that his proposed initial~
reduction of the cammon costs a.aipel to UNe, r..ts upon erroneous premi.es,
among other things, his aIHrtions that Andersen ralMtd upon -historiCIII- or
Membedded- costs in its analysis rather than "forwerd-Jooking- costs. and that
Andersen's figure. do not reflect efficient operations. Ameritech Illinois contends tnat
tne budget proce•• a. a klty determinant of INIf18gttr performance evaluation,
alternative regulation, and c:ampetition forces Ameritech Illinois to be efficient. In
addition. efficiency is a TElRIC concept which il conlpicuous'y absent from the FCC's
discussion of shared end common COlt•.

Ameritech Illinois also quad that the feds refute Dr. Ankum'. charge. that the
Andersen study impropeny alkM::ated costs to shared and common costs for UNEs,
including legal and public policy ~ts associated with obligations imposed by the Act.
In response to arguments that Andersen did not adequately exclude retailing costs,
Amariteen Illinois maintains that tha FCC Order merely sought to exdude a..n.es
which were directly tied to retailing alone. The question is not whether the COlt has
some tangential benefit for retail service, but rather whether the cost is one incurred
solely for retailing or one that ia incurred by wholesalers and retailera alike. Mr.
Broadhurst t.stlfled that only about 0.3 % of Or. Ankum'. alleged retail COlts were
allocated to Amariteen lIIinoi. UNEs, which amounts to less than a penny a loop. (AI
Ex. 4.1 p.14).

Ameritech Illinois also responded to many oftn. specific expenses to which Or.
Ankum objected. It claims that Or. Ankum's criticisms of the allocations of AnS to
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'".ad casta i. fatally ttew.d because It reli. on an outctatttd OfIII"izational chart
whic:h did Mt reflect the cwrNnt organiZation of AilS or the watk C&M'Nf'IIIv performed or
expected to be perforrMd by. AilS~s. (AI Ex. 4.1 p. 21-27). It.. that a" the
Ihared costs allocated from Corporate Strategy are diredty attTibut.'e to unbundling,
but even if same of the COItI .....ty wwe attrIbutilble to r_le. Dr. Ankum maUs no
attempt to identify tM portion but rntftty rediNlds all ..,.".es to common costs.
Ameritech Illinois al_ ...... that Dr. Ankum'. abjections to aUocationl of legal costs
ar. Hverely "-'-d. For e.."pIe, he fails to nICOgnize that 1nc:urnb8nt LECs will
continue to incur subllantillf legal expenses in connection with their unbundling
obligations and he hal a persistent urge to spread costs caused by new entrants to
other customers of Ameritee:h Illinois in spite of his recognition that costs must be
recovered from celt causers. Ameriteen illinois O«ered a similar relpOn.e to criticisms
of its allocations 'rom the Public Policy department.

Ameritech lIIinoi....... tNd .... was • good reason for not putting new
ventures in a ....... COIl cat..ory: as part of the Corporate organization they do not
nave their own _perlite cost structUre. Further. Andersen recagniZed that' costs for
new ventures .hould be ..,...ted and dklso by directty 8tU'lDutint -new venture- coats
to non-UNE Corporate activities and ..ctud.". them from the .Ucx:able Corporate
common cost pool. (AI Ex. 4.1. P 22-23).

Amerltech IItiftDis defwnded its fl. daf•• amount m8tkup ICI'QSS loop rate zones
as consistent with' lie of tM~ OM. and charged that Dr. Ankum's propHed use
of fixed percentage mwkupl would be ~ual'y simil. to the tv,. of -Ramsey
pricing" tt'NIt the FCC prohibited in that provision. Finally, Ameritech Illinois argued for
the r••sonableness of Its shared and common coat mwkup by pointing out that Dr.
Ankum himself had vigorously supported the H_eld model in Mel's interconnection
arbitrations against Amerltech ac:ros. the fl~e region, which re.utts in a shared
and common cost markup in excess of Arnerltech Illinois' proposal here. .

In response to AT&T witness Henson, Ameritech Illinois argues that there were
flaws at each step of his analysis. First, Ameriteen lIIinoil notes that Mr. Henson's
attempt to eliminate all retail COlts from the pool of shared and common COlts actually
amounts to a Mdouble-dip," as Arthur Andersen had atready e.eluded .n retail costl
from tne amountl being anelyzed by Mr. Henson. Ameritech Illinois also noteI that Mr.
Henson used • 22 percent figure .IIegedly prescribed a, the weighted average
wholesale diacaunt in the MR"". Order, Docket NOI. 9S-CM58J0531. In fact.
Amerit.ch Illinois -oues, the adual weighted average discount required by that
methodology is te•• then 16 percent. Ameritech Illinois also argues that Mr. Henson's
55 percent figure, which he used to dwive his fina' proposed markup, wa. improper for
a number of reasons. including that it overlooked a large amount of sh.red and
common costs. Fin.lly. Ameritech Illinois maintained that in lome circumstances Mr.
Henson's methodology could eliminat. as much as 88 percent of the shared and
common costs computed by Arthur Andersen.
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Amwiteeh Ulinoia ...... ht none of Mr. Iehounek's ....tions areall"....... AIMritech Ifti'" point. out tNt Mr...........'• .".,.".,.. budget is not
~-tookinl, but .....on Nalorioel .... ltMIt prDGuctivity pina .. already
refteclled in Arneritech'. 1117 preliminary budsJM. .. tn.. MW vWltur., ware
a"peopri"y accounted for in the Arthur AnaerMn INdy. Aa a result. Mr. lIehounak's..,Itments ....,It in an i",..,.... racludion in the ...... end common coats
....,... markupa. AmerittIclh lllinol•. ateo points out th.t Mr. Iehounek propoHd
,.,iIions to software cott, which are c:;ontrwy to Ameritech Illinois' accounting
pnICtica. and fail to recognize that aU the COIIts are being caused by unbundling
activities.

WorldCom criticized Ameritech Illinois' sh.red and common cost study on the
ground that it did not purport to. implement the lliinoi. Ca.t of s.vtClll Rule•• codified at
83 m. Admin. Code 711. WondCom -vue' that if the U.S. Court of App.'. for the
Eighth Circuit we,. to revers. the FCC'I aYlhority to .....ilh COlt ruI. under Section
252(d) of the , _ Ac:I. we would have to _y our eo. of Swvice Rules; under those
cin:umstMCeI, Anwitec:h would be required to r••utmit its cost atudi.s to make them
conform to our Cost of Service Rul••.

In r.,pan.. to WertdCom's contention that the AncIersM stuay improperty failed
to comply with our Cost of Service Au.... Anwtl.., Illinois ..... that the Coat of
Service Rules were designed to establish price fIocn for .n RlVicea, whll. the
TELRIC m.thodology implemented under section 252(d) of the Act ntabUlhes
wtJpt_a&e prices for unbundled network .t..,."g. Accordingly, Ameritech llIinoil
..rts thIIt WoridCom's criticism il off baM becau.. the Cost of Service Rul••
estabtish standards different from. and .re not relevant to, the standards rMndated by
Section 252(d) of the Ad.

51." Position

Staff concurs that Ameritech's definitions of Ihared and common COlts at.
consist.nt with the FCC'I definitions. (Staff Exhibit 1.0, p. 18). However, it was not
sUle that Am.rit.en strictly adhered to those dMinitions when performing Its an_lid and
cammon cost studi.. and allocations. Staff also recarnmended that the Commillion
shou!d recognize that the 1917 prelimin.-y budget data u.ed by Andersen and
Amertt.ch to develop it. Ihared and cornmon costs for UNE, il not forwwd-looking
from an economic sen.. end. therefore, the ba.ic expen'.1 to be used for determining
shar.d and common COltl remain an i.lue to be decided in this proce.ding. (St'"
Initial Brief. p. 123).

Staff witn... Price also questioned the allocation of lhat8d and common COlts
developed by Am.riteeh and Arthur Andersen. The first question he addressed weI
the appropriate starting point from which to develop shared and common COltl. i.ell
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whIIt sort of bUsiness organization bUdgets should be used at the outset of the
analysis. Initially, he believed that commitment budget date would be. more reliable than
preliminary budget data. (Staff Exhibit '.00. pp. 11-20). Mr. Price coufd not determine
from data provided if Amerltech's preliminary budget was reasonable, so he requested
budget to actual rMulla for '914 through 1_ in order to mllke an independent
analysis to determine if 1997 preliminary budgets were reaSonable. Ameritech Illinois
did not provide the data. However, based on expen._ for six months of 1996, !2!!!!
of the individual work group forecasts for 1;&7 ..."..red reasonable. Forecasted 1997
expenses for AilS, however, were almost twice the 1916 end of year projection.
According to Amwitach, this incr.... is necessary in order to fully staff AilS for the
work load expected in 1997. However, Staff wit"... Price conc:tuded thllt this increase
appeared to be excessive. (Id., pp. 23-24). He conctUClled that an increase ranging
b8tween 2.3% and 3.0%, relative to the Consumer Price Index, would be more
re.sonable. (Id., p. 25).

Mr. Price di..... with the arguments set forth by AT&T and MCI witnesses in
his rebuttal testimony, primarily beCause the testimony of th.... witnesses, all
representing a joint iAue, presented different methodl fot calculating the shared and
common casts. (SWf Exhibit 1.01, p. 8). Mr. Price concluded that Ameritech'. cost
estimates would overstate UNE costs, while tho.. projeded by AT&T would understate
them. (Id., pp. 4-5). He maintained that the 1916 annualized budget data is no better
th., the 1997 preliminary bUdget, as it is just a mathematical catcutation of the year
based on 8 months of adual d.a. Further, since the '111 budget year is completed,
Mr. Price recommends that actual eJCpenditurel for 1198 be used as the starting point
for calculating shared and common costs for UNEs. Thera should be no disagreement
about the costs, as they can be verified through information available to the public. As
testified to by AT&TIMCI joint witness Sehounek. some 1916 costs a,. applicable to the
establishment of AilS, as well as to the implem."tation of the Act and the FCC Rules.
They do not include some of the questionable costs included in the 1997 preliminary
budgets. (Id., pp. 7-8).

Mr. Price also questioned the allocation of costs to Illinois using extended
TELRIC, as it appeared to assign more costs to Illinois than Ameritech's current
";eneral allocator: The current allocator used to assign corporate costs to Illinois is
24.32-". while the extended TELRIC assigns 32.8% of shared and common costs
applicable to UNEs to Illinois. (Id" p, 29).

Mr. Price also generally recommends the methodology used by Arthur Andersen
for developing shared and common costs, including the allocation of costs based on
extended TElRIC. (Id., p. 10). Mr. Price believes this methodology will approximate
"forward-lookjng, long-run economic costs· by eliminating the large build-up of costs
projected for Ameritech in 1997, and will provide a reasonable estimate of shared and
common costs applicable to UNEs.

45
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Staff not. thM Amerttecn provided Mr. Price with the , 997 Commitment
Budgets for the four otpnizatiOns used by Ameriteeh to develop shared aM common
colt a.timlte. for UNE pricjng. Amaritac:h Cross, Price, Exhibit 15-P. (Tr., p. 1867).
Staff point. out tt.t the commitment budget. for AilS have increased over the
praUminary budget by approximetely 130 million lind the commttrnant budget for
Centralized SeNices had increased by approximately 11&4 million over the preliminary
budget. In total, the commitment budget was also higher than the preliminary budget.
(Id., pp. '.3-1"') SW bat.,.. this IMke. it even more e.lIrial that II dlffer.nt
amount be UMd to det*mine shared lind common coats than either Amentech's
preliminary or commitment views of ttMI 1117 budget. ArntIt'tt8ch proposes to use the
preliminary budget, which inck.tdes very high startup coats for AilS and considerable
incruse. in prajec:led CentraUMd Services ca.ts, to e.tablish coati for UNEs and
IntercoMection ..,..mants. Staff argues that by using th.- one-ynr costs, and a
on.y•• demand figure, it is obvious that prices witt be Nt hightlr than if Ameriteen
used a .long run estimate (at I.a.t three year. of dIIta as it currently uses for LRSlC
studi.s) for coati and ..".nd. Usi". actual colt .... from , _ along with estimated
demand for 1.7 win "leviate the potential problem for which Ameritech has been
accused, tnat of overatMing COlts and unGerstattng dem8nd with the result of
establishing UNE rates that .... unfair to its potential competitors.

Staff al.o prapo... that, with respect to unbundled loops. Ameritech's allocation
of shared and common costa should be performed on an utendlad TELRIC basis for
each rate zone, rllther than a flat dollar amount per loop basis.

In its Ft&ply Irief Staff clarifies that the Andersen methodology is appropriate
only if applied to re.anaete costs. Staff doe. not believe that preliminary or
commitment bUdgets .... reasonable, because they are forec:aated and are subject to
enange based on decisions not yet made by Ameritech Illtnois management. If Staff's
proposal is not~, then Staff believes that Ii shared and cammon cast markup
between '0 and 15% as proposed by AT&T and Mel should be adopted. A standard
markup eliminates some but not all of the problems which Staff has with Ameritach
Illinois' proposal.

Arneritech Rebuttal

In response to Staff witness Price's recommendation that actual 1996
expenditures be used as the starting pOint for determining shared and common costs,
Ameriteen Illinois .rgues that use of actual 1996 expenditures (') would not lead to
forward-looking thaneS and cammon costs as required by the FCC, and (2) would fail to
account for any of the changes occurring in the local exchange business and the
signIficant ongoing expenses that Ameritech Illinois must bear to fill its new rote as a
wholesaler and supplier of UNEs to competitors in the post-Act unbundled environment.
Ameritech Illinois further notes that for the first two rounds of testimony, Mr. Prtce
himself supported the use of , 997 "commitment" budgets, as opposed to '996 figure.,
as the appropriate method of setting forward-looking costs. Moreoover, the 1997
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"commitment·· budgets initially favored as the starting point by Mr. Price actually turned
out to be hi" thWl the 1997 preliminary budgets consistently adhered to by Arthur
Andersen in Illinois and other states.

As tor Mr. Price's argument that ahar. costs must be allocated to individual
UNEs ba..d on cost cauHtion, Ameritec:h Illinois notes that Mr. Broadhurst's rebultal
testimony explained that sh8r8d costs, though relating only to UNe., relate to all UHEs
in general and not to any specific element. ThUl, Ameritech concluded, the only logical
way to de.I with the.. costs (~, Legal, Public Policy, and AUS unbundling costs) was
to allocate them proportionally among UNEs. Ameritech Illinois also argued that Staff's
proposal to allocate shared and common costs to unbundled loop. based on the
specific TELRIC for each rate zone (A,a, and C) wa. functionally identical to Dr.
Ankum's proposal for allocating shared and common costs to taops and should be
rejected for the same reasons.

Commission Analysis and Conclusion

On some of the prececling issues we have fautted Am.-itech Illinois for
enthusiastically devetoping its own nlther inflated view of "forward-Iooking- coats,
sometimes in disregard of its own adual operations. The Andersen study is in some
respeds restrained in comparison. For eumple, we think a reasonab'. interpretation of
the FCC Order is that shared and cornman coats attributable to UNEs should be
identified on a going-forward, projected b.sis rather than through embedc:ted, historical
costs. Therefore, we consider Ameritsen Illinois' selection of 1997 budgeted data to be
reasonable because at the time, calendar year' 997 was a forward-Jocklng time period
for which the anticipated cost effects of interconnection and unbundling were reflected
in Amentech's financial planning (budgeting) prOceiS. At the same time it dces not
involve inherently speculative projections for more distant time periods.

T~e objections to Ameritech's use of budget data, ratner than 1996 actual data,
which were raised by several witnesses is somewhat curious in light of the fad that we
have commonly used future test years in rate cases. The analysis of Ameriteeh Illinois'
common and shared cost allocations does not appear to present radically new
complications. As in a rate eas., the analysis should focus primarily on whether
partiCUlar costs are properly recoverabl., in tnis case from a panicular subset of
telecommunications services. We are not persuaded that the use of actual 1996
expenditures is an appropriate forward-looking starting point for this analysis. We also
fail to see the advantages which Staff claims. While it is true that use of historical data
may a\loid a dispute over the quantity of doUars spent, it does little to answer the real
question presented - what amounts of shared and common costs are property assessed
to UNEs and interconnection. Thus, disputes about the efficiency of expenditures or
propriety of allocations are not minimized simply through the use of historical data.
Stated another way, tne important questions are not answered if Ameritecn Illinois
says "we sRent 'x' doUars on activity 'y' ~, rather than "we plan to seend 'x' dollars on
activity '''1'."

oS7
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We sl'*'e to a certain extent the concerns ....* by several witnesses that
the record contains very little proof of the accuracy of Ameriteen Illinois' bUdgeting
process a. a predictor of Ultimate actual expenditures. However, we .ra not persuaded
th8t this reqUi,.. • radtcel· ovtIf'haul to 1"" Andersen study or th8t we disregard it. The
fact that the commitment budget actually cetne in lit higher amounts than the
preliminary bUGget suggests that the deta relied upon by Anelersan was conservative.
Moreover, we believe that a successful compeny would not stay successful very long if
it had a vastly inaccurate bUdgeting process.

We conlider the complaints that Ander..n did not evaluate the etfteiency of the
cost numbers to be similarly overstlted. Th•• are at la.' two notions of efficiency.
The first relatn to WIIste or e..vag.nee. With respect to this asped of efficiency we
are inclined to agree with M"Iaritech Illinois tn. the .Itenee of altem.tlve regUlation
sMuld be an .ffective force .nsurin; the efficiency of expenditure.. Alternative
regulation, particularly a plan with no limiUltions on allowed retums, createl in theory.
an entirely different Ht of incentives for a firm than tnoae which uilt under traditional
regulation. TrMit'onal regulation i. often referred to al ·cost plus.· Under alternative
ragul_i.., fN8fY li""le dolt. of .,..nditurel c:amu out of the bottom line. In the near
future we will be evaluating whether reality matcMs the theory of and expectations for
atternative regulldion. With respect to this casa, we find it i,..,...ting that very few of
the proposed IIdjustments relate to this aspect of effICiency. even though it has been
our eJCPWience that it is otten the first and most obvious objection arising from a review
of costs.

The second aspect of efftciency can be cal'-d technological efficiency. This
relates to the various arguments that the Andersen study did not adequately consider
for example • whether Itleast cost technology" was being used by Arneritech Illinois as it
incurs the costs which are the subject of lhe study. AT&TIMCI correctly note that
Section 791.20 (c) of our cost of service rule defln.s'1orward..looking" costs as follows:·

FOl'Wllrd looking costs are the COlts to be incurred by a carrier in the provision of
a service. The•• costs shan be calculated as if the service were betng provided
for the first time and shall reflect planned adjustments in the firm's plant and
equipment. Forward-looking costs ignore emllMldded or historical costs: rather,
they are based on the 'east cost technology currently· available wnose cost can
be re.sonably estimated based on available data.

We agr. that this passage is consistent with the FCC's approach. It alSO
clearly demonstrate. that the concept of forward-lookin; costs is not new to this
Commission. Nevertheless the parties have taken license, as it suited them, to suggest
dramatically new methods of calculating costs.

AT&T/MCI provided insufficient evidence to justify an inference that Amerltech
Illinois' calculation of snared and common costs did not already adequately reflect the
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least coat technology currentfy avai'ab'e. AT&T/MC, never explained now a cost
efficiency ,..view coutd heve bean conaueted baNd on the _ ••nd time available. If
the,.. a,.. ~etDrs which suppon the proposition that Amertteen Illinois has overstated
its costs, then it would s..m ~ropriat. for AT&TIMCI to identify those factors and
their purported effects with speciftc:itv, rather thIIn simpty raise a generic objedion to
the Andersen study and sugge.. that it is Amerited'l Illinois' burden to somehow
affirmatively prove every dotlar of costs as ~I."tly incutT8d. The implication of
AT&TIMCI'I arguments is that Ameritech lIIinoi. should have hed Andersen evaluate
such details as whether it w. appropriate, for e.-mple, fer Amert18Ch to assign five
individuals to a p8l1icular UNE..,..lated bUlin... unit, rather than some different number
of employeel, or whether the number of employees mttht be rwducM over time. We do
not believe that Congress or the FCC intended that an incumbent lEe be rsquired to
commission anin~tmanagement audit of its operations before it could recover
from UNE• ." allacMion of itl shered and carntn«t costs. legislature. tend to be quite
specifIC about such a require",.,,' as demonstr-.a in Sectfan 519-213 of the Illinois
Public UtiUtie. Act. In the abance of such a statutory directive, we will not retroactively
impose that requif8lTlttMt, and do nat find Ament"'·s apfWOlICh to be fundamentally
flawed. To the extent tWe is some limited.needotal or opinion evietenee in this record
that certain unspecified new technologies or pMdtcel will yield lower expense to
investment r.ios (Mel Ex. 2.0 p. 76) or that Ameritec:h Illinois will experience
economies as it gains experience providing UNe. (AI Ex. 8.0 at 28), that would seem a
better argument for revisiting the coat issue sometime In tna future rather than for
disregarding the Andersen study COmpNtlely.

W. reject Dr. Ankum's daim 'hat the NYNEX proceeding to which he alludes in
his t.stimony is r_onable support for the propoaition that the Andersen study
overestimate. the -'""e- shared and common costl of AmeritltCh "Uncis by at le.st
20%. We alia do not believe thIlt the yarious general complaints raised by AT&T and
MCI regilrding the Andersen study warrants an essentially arbitnlry blanket reduction
to the identified COltS. Simita"y, if there is any merit in AT&TIMCI's proposal to
simply adopt a common and shared cost fixed percentage markup over TElRIC, it is
crucially dependent on the validity of the methodology used to develop the sugge,ted
markup. It certainty cannot be argued that a fixed markup approach would be more
accurate tnan uttHZing the Andersen study. Mr. Bet1ounek's calculation cannot be
adopted because he primarily relied upon the adjustments proposed by Dr. Ankum
many of which, as discussed below, we do not adopt. Finally, we consider Mr. Henson's
formula to be overly simplistic and methodologically suspect.

Nevertheless, based on our review of the evidence we conclude that a number
of adjustments should be made' to the Andersen study:

With resped to shared costs, Dr. Ankum propos.d a number of adjustments to
correct for alleged mistakes in assignments of AilS personnel. Amerlt.ch Illinois' only
rebuttal to Or. Ankum's adjustments was to claim that he used an outdated
organizational chart. The evidence in this proceeding is that Dr. Ankum used the
organizational chart which was included as part of the AA StUdy and WII. the only

02/18/98 WED 17:46 [TI/RX NO 51151



II-(MMI96-0568
Conso!.

organizationat chart provided by Ameritech Illinois. More import8ntly. if Dr. Ankum
were incorrect in correcting eenain aSltgmlents of personnet, then it would nave been
a simple m..... fat Ameritech Illinois simply to present evidence showing where Dr.
Ankurn was wrong. Ameritech Illinois presented no such evidence. In filet, Amerttech
offered no nIt:Iutt8t to any of the personnel acljuatmenta proposed by Dr. Ankum.
Similarly, Amerttee:n presented no evidence challenging Dr. Ankum's adjustments
removing tne safary and benefits a.socilltecf with employees ....gned to wirelesl,
mutu* compensation, or lang distance services. Nor dtd An*itech present any
evidence challenging Dr. Ankum's proposal to eliminate "other employee related
-.pen..s" (e.g., computer costs) and contrllCt services (carpeting and painting)
associ.teet with tne AIM personnel.

Ameritech Illinois' reaponse suggesting that the dtlrxlsition of Ms. Rotondi in the
Onio proceeding i. somehow sutricient to Albut Dr. Ankum'...pis is totally
unacceptable. Tne point of thil ex«'CiH is to determine tNt proper amount of costs to
be 8S...'" to UNEs, it il not to evaluate Dr. Ankum'. analytic81 procell. The parties
.... advised tnat WIt will rNIke an independent evalU8lion of the evidence which is
Presented to 1.11, r......... of whIIt m.y or may not nave occurred in another
jurisdiction. Our traditional .,pI'OIICh has been tha' when a cost il challenged the
appropriate response is to show now and why the cost WIll properly incurred or
allocated. In the abNnC8 of that showing we will not permit it to be recovered. Ms.
Rotondi's analysis may well be correct, but we hllVe no way of evaluating It.

For Ameritech lIIinoil. Dr. Ankum suggested a reduction in the assignment of
costs equal to 3/15 (since 3 of its 15 employees allocated to UNEs were allegedly
improper) which amounts to a reduction of 520',320.00. (Mel Ex. 2.0P, p. 97). For
AilS, Or. Ankum found that 1521,275 of the 12,903,275 or 17.95% in wages from the
AilS business unit was improperly assigned to UNEs, (.IsL., pp. 97-98). Tne
Commission accepts Dr. Ankum's recommendations.

In addition to the auignment of employ.. wages, Ameritech also directly
assigned to unbundled e'ements Ine benefits and "other employ.. related expenses"
associated with tnese personnel. (Mel Cross Ex. 2P). Since the wage benefits and
~other" associated costs are the direct result of a.signing personnel to UNEs, the
CommiSSion .Iso accepts Or. Ankum's reccmrnendation that benefits and other
associated costs be reduced to match the personnel he contended were improperly
assigned to UNEs. Dr. Ankum determined that benefits represent a 26% add-on to
wages. Mel Ex. 2.OP, p. 91. Accordingly, he added 28% to the wage adjustment of
5521,275 to produce a total adjustment of 5657,.56. (Jsil. Since some 17.95% of AilS
wages were improperry assigned to UNEs, 17.95% of "other" associated costs, or
$498,436, should be eliminated entirely from lhe shared cost pool. (Id., p. 99),

The AirS Unit also assigned directly to unbundled elements some $1,516,100 for
carpeting, painting and other contract services for space for tna assigned personnel.
Again, inasmuch as 17.95% of tnose employees' wages were improperly allocated to
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UN!s, 17.95'" of the COlts of painting, carpeting and other SP8C8 related costs for tne
.ssigned personnel should be deleted. ",is adjustment yields a further reduction of
1272,207 from the shared cost pool. (.!,;l. Altogether, the total misallocation of
emplo~~ated costs from the AilS Business Unit to the shared costs pool amounts
to 11,291.851.

Finally, the AilS budget ••signed 11.5IO,7~ as a shared cost to unbundled
eternents for computer related expenses for new employ..s. (AT&TJMCI Joint ex.
S.CP, p. 25). The Commission finds that two adjustments .hould be made to this
amQunt. Fil'St.the one-time software expen... should be amortized over two years to
refled the expected economic life of softWare assets. (AT&TIMCI Joint Ex. S,OP, p.
24). This reduces the e~nse to 51,234,184 annually. Second, the Arthur Andersen
work papers reveal that the.. funds are directly related to the purchase of computers
and softWare for all of the nM AIlS employees, not just the new AilS employees who
are directly assigned to unbundled elements. (!il.."'e AA Study work papers further
reve.1 thet the increa.. in personnel for the unbundling segment of AilS represents
22.47% of the increa.. in personnel for AilS asa whale. Thus the unbundling segment
should receive 22.047% of these expen.e. (or 1277,404) as shared costs. with the
remainder being assigned to the AilS common cost pool for further allocation.

Amerttech Illinois offers no meaningful chan.nge to Dr. Ankum's proposals to
remove from the shwed cost pool and r.allocate ta the common cost pool 1138,454 in
Corporate Strategy casts and 1299,212 in Public Policy costs. Amerited'l illinois' work
papers offer no ratlona'e as to why these costs are assigned eJCclusive'~ to UNEs, as
opposed to being Included in the common cost pool. (Mel Ex. 2.0P p.1oo). Indeed,
When presented with evidence showing that the 1138,.54 of Corporate Strategy costs
relates to an employee whose time is devoted to cIM" and unbundling, Am.rit.ch's
only response was to criticize Or. Ankum for failing to separate the amount of time
spent on rasaIe versus unbundling. The responsibility for segregating costs belongs to
Ament.ch, not Mel or AT&T.

With respect to common costs, the inclusion of over $23 million in expenditures
for golf tournaments. skyboxes. and Wnite House functions, is unacceptable. W8
would not permit the inclusion of thes8 items in rates for retail customers and given the
limited justification provided by Ameriteen Illinois we see no reason to force purchasers
of UNEs to underwrite these acti .... ities. With resped to charitable contributions, tne
Commission note. that Ameritech Illinois' rates for noncompetitive services are
regUlated under an altemative form of price regulation. Under that plan, rates are not
based upon operating expenses. Therefore, notwithstanding Section 9-227 of the
Public Utilities Act, Ameritech Illinois' rates no longer inclUde a measurable assessment
for corporate charitable contributions. Moreover, we believe that an increasingly
competitive environment it would be an inappropriate policy to impose upon new
entrants increased costs of doing business which are SOlely attributable to the
discretionary actions of Ameritecn and wnicn provide no direct and essential benefit to
the UNE purchaser. Notwithstanding tnis decision, tne Commission is confident that
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Ameriteen will continue to build upon its outstanding record of civic participation and
COfpot1lte SOCi81 responsibility.

Ameritech Illinois also fads to offer any challenge to Dr. Ankum's
recommendat1on that other retail-related expenses be eliminated from the cammon cost
pool. These expenses include: 1) 59',533,000 under the listing PROCSOL VG2 re'ated
to printing of customer bills; 2) $2',203;000 in e..nse. re'ated to ratail customer
account information; 3) $141,007,000 in computer costs to allow Ameritach to bm
customers for te'ephone usage; 4) $17,161.000 for corrections of .ervice orders, toll
usage and handling of spec:ia.1 customer bills; and 5) 115,107,000 related to the
management of remittance of Ameritech customer bill payment These expenses must
therefore be removed from the common cost pool.

We conclude \hilt in its testimony and briefs, Ameritech Illinois sufficiently
rebutted the other challenges to the s,pec:;fic co'" identified in the Andersen study. We
specifically reject the numerous adjustments which Dr. Ankum made to 'egal expenses
and consultant f..s. Contrary to contentions that they .... "one-time upen.e. that (will]
not re-occur to the .... eatenf' in the future, no one can seriously doubt that, an a
forward~ooking basis, incumbent LEes will conUnue to incur subltllntial recurring .'
expenses as a resuh of their unbundling obligations under the Act. Such expenses will
arise from. among other things, (1) additional negotiations with requesting carriers. (2)
additiona' arbitrations with requelting earriers, (3) renegotiation of existing
interconnection agreements, (4) campl.int cases reg8rding Ameritech Illinois'
performance under such agreements, and (5) COlt dockets such .1 thil one regarding
unbundled network element•. W. also reject Dr. Ankum's contentions that legal
expenses arise frort'! "litigation against the very new entrantl that would purcnaH
unbundled network e'ements" and that "much of Ament.ch's I.gal maneuvers [sic) and
litigation is reany aimed at protecting its ba•• of retail customers." The Act, nowever,
reauir,s Am.riteen "'rnois to participate in such negotiations and arbitr.lons, which are
initiated by competitors, not Ameritech Illinois. We also notll thllt we have alway,
permitted the recovery of such costs in retail rates. Finally. we observe that a number
of studies and proceedings arise out of this doeket which are unlikely to have been
anticipated by Ameriteen Illinois.

The Commission concludes that one aspect of Ameritech Illinois' allocation of
common costs is unacceptable. The 1995 Ameritec:h Annua' Report identifies a series
of non-regulated, retail business activities under the title of "New Ventures." AT&T
(Cross Ex. 4). Under Ameritech's allocation system, "New Ventures· improperly
receives no allocation of common costs. New Ventures are Mnon-core" activities.
ExclUding New Ventures in the allocation process decreased the ratio of "non~re· to
"core" activities. If New Ventures were added back, the core/non-core allocator would
decrease the amount of common costs eventually allocated to unbundled network
elements.
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The exclusion of New Ventures m_ns that none of the President of Ameritech's
sal-V, or the r.t estate costs, or the costl of the Amerited'l lnatituta are allocated to
New Ventures, even though all unbunct1ed network ."ments will bear part of these
expense•. Ameritech Illinois is directed to r.vis. its calculations accordingly.

Although the FCC Order dolls not spe!cify a particular methodology for attributing
shared and common costs to UNEs, Andersen's usa of COlt CllUsative allOClltors and
general .lIocators based on direct expenses to attribute common costs to AilS and of
extended TELRICs to attribute shared and common costs to individual UNEs is entirely
consistent witt'l the FCC's disculsion of shlnd and common costs in ft 814-818 of the
FCC Order. No persuaaive objections were retied regarding _Ie asptlCts of the
Anderaen study. For example, regarding Mr. Price's claim tha' shared costs should be
allocated to individual UNEs based on coat causation, we agr.. with Ameriteen Illinois
tt'tatthe nature of theM costs (U Legal, Public Poticy, and AilS unbundling costs)
precludes they be allocated on such a besis. W. ttwrefore support Andersen's
proportional allocation of these costs among all UNE•.

However, WIt ag.. with ATTIMCI that Ameritech Illinois' .urtbutlon of the same
dOllar amount of shared and common costl to individUliI unbundled loops does not
accord with the FCC guideline in ~ 698 of the FCC Ord.r. Specifically. ArMritech is
proposing to charge a fixed prica per loop for shared and common costs. According to
Am.riteen's proposal, a rarely used .-.wire analog lOOp in rural Illinois (Rate zane C)
will receiye the same charge as a 2-wire loop in Chicago (Rata Zone A). The problem
with this approach is obvious. It allocat.s proportionatlly more casts onto loopi in
ar.as wh.r. eompet.ition is malt likely to originate. Far eurnpl., the percentage mane·
up for a basic business loop in Rat. Zone A is ~.9 times as large as the percentage
mark-up for the same loop in Rate ZOne C, and , 1.9 times .s large as the percentage
mark-up for a .-Wir. Analog loop in Rat, Zone C. In other words, the lowest cost and
most competitive loops carry the highest percentage of shared and cammon costs.

The FCC at paragraph 696 of its First Report and Ord.r stated the following with
respect to allocating shared and common costs:

We conclude that forward-locking common costs shall be allocat.d
among elements and services in a reasonabl. manner, consistent with
the pro-eompetitiye goals of the 1996 Act. Qn. r'l,onable allocation
method would b. to allocate common CRstS using a fixed allocator, syc::h
as a percentag. mark-up over the directly attribytable fOrwltd-lopjctng
~. We conclUde that a second reasonable allocation method would
allocate only a r.,.tiv.ly small share of common costs to cenain critical
network elements, such as loops and coUocation, that are most difficult for
entrants to replicate promptly (t.e., boUI.neck f.cilities). On the other
hand, certain other allocation methods would not be reasonable. For
example, we conclude that an allocation method that relies exclusively on
allocating common costs in inverse proportion to the sensitivity of demand

n~/1./a. ~n 17~.A rTX/RX NO 51151



~C::., 1.8/98 1.7: 53

91-0.16196-0519
Consol.

for vwiaua network e'ements from services may not be used. We
c:oncIude that SUCh an a.toeation could Ufn~ limit the extent of
entry into loc:aI uc:hange markets by allocating more costs to, and thus
raising the price of, moat crttiCII bottleneCk inputs, the delMnd for which
tends fo be relatively inelastic. Such an allocation of these costs would
undermine the pracompetitive objectives of the , III Ad. (Emphasis
added.)

Thus, the FCC dUrly found that uaing a fi_d percentage altocator - which is
what AT&T and Mel .. propoaing and not what Arnertt8c:h il proposing - is a
reasonable method of allocati". shared and cammon coats. Moreover, the Commil.ion
rejects Ameritech Illinois' sug,estion that Mer. 11M AT&T's propo.al. amount to
Rllmaey pricing. In 11II, the FCC both adopted a "* percent. atlac:ator as
ruaonable _ rejeeteet Ramsey pricing. Thus, there is no basil to suggest that a fixed
percent.... allocator iI Ramsey pricing for if they ..e one -.d the Mme, the FCC
would nat have adopted one aI'Id ntjeded the other.

The methodology UNCI for al..i,. .... .. c:arNnan coats should be
consistent for atl network ete".,tl. Anwitech "ilnola shauld atlocae shared .,d
common COlts to unbundtea loops based on lpecific extended TElRtC for .ach rate
zone, A. B, and C, thus devetoping total COltS for each "ement appropriately. Le.,
based on the costs related to the specific element.

We note Dr. Ankum's obHrvation that Amaritech Illinois allocate. its shared and
cammon coats actOs. its five state territories using • .,ded TElRICS. This means the
larger the Extended TELRIC, the larger the proportionate share of shared and common
costs allocated to a given stata. This will render the amount at shared and common
costs aUccaled to lItilnois dependent on the TElRICs approved in other jurisdictions.
We will adopt Ms. Yow's suggestion to require that for purposes of allocation to Illinois,
Ameritech Illinois shall use extended TELRICs based on the assumptions approved in
Illinois.

Ameritec:h Illinois is direded to recalculate its rates based on the above
adjustments.

D. Non-Volume Sensitive Costs

Ameritech

Ameriteeh witness Broadhurst testified in his direct testimony that Arthur
Andersen, in its analysis and review of Ameritech's TElR'C studies, assigned costs to
seven categories. One of these categorie. was non-volume sensitive costs. which
were not included in TELRIC studies of individual UNEs. (AI Ex. 4.0. p. 9). Mr.
Broadhurst stated later in his testimony that these costl are "relatively minor" and are
primarily involved with upfront network planning for th. deployment of certain UNEs
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which had not been included In th8 TELRIC stud.e. for UNe•. (JIL. p. 10). Further. he
stated that tn... costs were added to tM amounts derived in the TELRte studies and
were not included lIgIIin •• sh....d or cammon COltS.

AT&T and Mel

AT&TIMCI identified a number of concerns regarding non-volume sensitive
costs. First. AT&T and MCI argued that th.se non-volume sensitive cost. are neitner
forward-looking nor incremental to the provision of specific unbundled network
elements. (AT&TIMCI Joint Initial Brief. p. 131). Many of the activities which make up
the non-volume sensitive costs do not vary with the output of UNEs. Consequentty.
the.8 non-sensitive casts are nat incrementa' to UNE. in an economic sense according
to AT&T and Mel. Moreover. the.. non-volume lenlitive costl, which .r. being used
to convert Amerit8d1 Illinois' embedded network, are not forward-aooking. ATAT and
MCI also objected to tl"Mt manner in which the non-YOIume sensitive COlts were
calculated. (!i... p. , .., ). Mel witness Ankum allepd that th.... were ne.rly
S8OO.0oo.oo of misallocated expenses. (Mel Ex. 2.0P. pp. 114-115). Dr. Ankum
posited that these mis.llocated expenses are actually associated with resale products
and presubscription initiatives.

AT&T and Mel nut questioned the manner in which AmeritllCh Illinois atlOQlte.
these costs among states and individual UNEs b8c:II",.. Amwitectl relies on the same
arbitra~ forecasted demand method as it used in itl shared and common COlt ."alysil.

AT&T and MCI contend that Amenteen should be prohibited from recovering the
identified non-volume sensitive costs. If these coats .e to be recovef'lld at all,
however, AT&T and MCI contend they must be recovered in a competitively neutral
fashion from all participants in the mar1l;et place. (AT&T Ex. 1.0P. p. 67; Mel ex. 3.0,
pp. 23-24), This concept of competitively neutral recovery is multi-faceted. AT&T and
MCI point out. (AT&T Ex. 1.0, pp. 670068). First, to the extent that an customers
participating in the local exchange market will benefit, or have the potential to benefit,
these one-time expenses should be borne by 1111 market ptace participants. Second.
service providers shouJd participate in this colt recovery in a manner that relates to the
quantities of elements that are used. Third. to the extent one-time unbundling
expenses provide benefits into the futur.. cost recovery should similarly follow. In
other words, cemers entering the market now should nol bear the majority of the costs
associated with unbundUng. thereby allowing later entrants to avoid such costs.
Finally, AT&T and MCI recommends tnat a true-up mechanism snould be considered to
assure that pot.ntially inaccurate demand forecasts do not lead to an over or under
recovery of non-volume sensitive cests.

Staff

Staff witness Price, in his direct testimony, questioned the addition of the non
volume sensitive costs to TElRIC. (Staff Ex. 1.00, p. '3). He noted that the non
volume sensitive costs nad been previously questioned by St.ff in the arbitration
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proceedings, and stated that the costs are not incremental and that they should be
....gned thfOUlh TEUtIC and not· allocated in the same manner .. shwed and
cammon costs. However. in ita Initial 8n., St8ff ...... Ih. it did rwt find Intervenors'
arguments to exclude non-volume sensitive costs persuasive. Ameritech Illinois has
provided information explaining the origin of the cost and, b.... upon that "analion,
Staff recommended that theyb. included. However Staff still raised concerns with the
allocation method used by Ameritech to .ssign the non-volume sensitiye costs to
individual TELRICs.

Comrniuion ""alysis and Conclusion

The Commi.sion does not find AT&TIMCI'. arguments con."ing the recovery
of the.. casts to be persu.s've. AmeritllCh Illinois hils provided a sutrk:ient exptanation
for th.se com and they should be recovered. Mr. IroMhurat identified the apecific
activiti.s included in tt-. NVS coats, and some that were ellCluded because AmerittIc:h
U1inois had air.. included the coat in the TELRIC studi... Costa aaocialad with
resale and presubscription went properly excluded from the AndetHn study and form
no part of NYS casts. (AI Ex. 4.1 p. 34--35).

However, we agree with Stllff that the costs should not be allocated in the ..".
manner used for allocating sh8red lind corrmon costs. We shall accept Amerttech
Illinois' 3 ye.r amortization of the NVS casts. but they should be specifically assigned
to the TELRIC. with which they should be a.lOCJllted rather than an _.~baHd
on extended TELRIC. In lIddition the tariff rate for these NYS costs shoUld be
eliminated after the 3 year period hu expired.

E. Lo~.' Switelling ",Ic.
Position at Ameritech Illinois

Ameritech Illinois contends that its switch-based cost studle•• which cover UlS,
unbundled tandem switching, OSIDA, daily usage feed. and the recurring charge for
network access/service coordination. employ the same basic methodology •• in prior
LRStC studies thllt the Commission has approved. The campany relied on severa'
Bellcere cost model.. including the Switching Cost Information System ("SCIS") and
Common Channel Signaling COlt Information System ("CeSCIS"). The devetoped
switch casts retied only forward-looking digital switch type.. sels analyze. and
calculates unit investments for central office functions and features based on
information provided by switch vendors. CCSCIS devetops investments in the SS7
network that is used both to establish cannections for various types of calls and to
provide Advanced Intelligent Network ("AINil) services. CCSCIS outputs are used with
sels to calculate investments for AIN services. and CCSCIS calculates costs for signal
transfer points ("STP"). signal control points ("SCP") and SS7 links. The specific
CCSCIS models are based on input from Amerttech's vendors for STPs, SCPs and SS7
links. Ameritech submits that its reliance on these advanced models enabled the
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company to deVelop cost studies that reflect a forward-looking, best available
technology network and perspective.

Amerltech Illinois atso made an adjustment to its UlS costs to account for
excess CCS capacity. required due to the inability to m8tch precisetv the capacities of
equipment available from vendors with actual usage.

Ameritech Illinois objects to proposals for a f1at-rate switching charge contending
that some switch-related costs are traffic-sensitive and usage retated and therefore
should be recoveredthraugh a usage charge. For example, the key "driver used to
engineer line interfaces on II digital switch is usage, and different levels of usage in
8-=t'1 switching system require different quantities of line interfllCe equipment.

Arneritech Illinois also expressed concerns that a ftat-rate cnarge for local
switching would lead to inefficient U58 of the switch. It notes that America Online's
recent implementation of flat rate enarges proved disastrous.

WoridCom

WorldCom witness Gittan. testifying on beh8tf of WortdCom, addre_s cost
studies applicable to network elements. He argues that the SCIS costing model uled
by Ameritech addresses switching costs in a manner inconsistent with the definition of
an unbundled local switching (UlS) network element as the per-line provision of switch
capacity to an entrant. Mr. Giltan states that SCIS attributes switch costs between line
and usage fadors in a way which systematlcany intl.e. the usege component. and that
SelS's service-driven focus on usage is not appropriate to the costing of switching
capacity. (WorldCom Exhibit 1.0, PP. 3").

Mr. Gillan further states that SCIS mey not be appropriate for determining the
cost of the unbundled local switching (ULS) network element and that a per-line rate
strudure may more closely reflect how the costs of the ULS network elements are
actually incurred. His reasoning is that the ULS network element is the purch_ of all
the functionality of a switch, and as such Ameritech's cost for the switch is based on a
price per line. not on usage. For this per-line charge, Ameritech obtains a switch that
performs to its specifications in terms of features, functions and capacity. The ULS
purchaser obtains access ta thiS same set of features. functions and capabilities for
each line of capacity that it purchases. Mr. Gillan's ccnclusion is that the ULS charge
to Competitive Local Exenange Carriers (CLEC) should parallel Ameriteen's cost,
using as the rating basis a per-line charge, the basis used in Am.ritech's contracts with
its vendors. (WorldCom E~hibit No. 1.3, pp. 20-21).

Based on a review of Ameritech's switching contrects, it is clear that the primary
basis used by switch vendors ta charge Ameriteen for their switches is a price per line.
(Id.. p. 21). Despite the fact that firm price proposals were submitted by these vendors
to Amenteen in the third quarter of 1996 and the contracts were executed and effective
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shortty t.....8IIft.., Ameriteeh conveniently did not include tho.. contrads in its
switching study. in ita initial round of teatimony, itl March 31, 1997 rebuttal testimony or
Its May 2, 1997 su"ebuttal testimony. (Tr. 525-531).

wortdCom natlts that Mr. Pall1)et' indiC8led in his rebuttal testimony that
Ameritecn's decision to propo.. a flat rate and a usage rat. for the ULS etement is a
pricing decision, and does not necessarily retle~ the rate strudure of Ameritect1's
switch vendors.

AT&TIMCI

Mel witness Ankum contended that Ameritech Illinois' ULS COlt studie. ignored
the difference between host and remote switches in the company's network. He .Iso
objected to tna exce•• CCS CIlpecity adjustment made by Ameritech lliinoil, primarily
because. it results in lowern~ utilization that shawn in Ameritech Illinois' ACAR
manual.

AT&T and Mel in reliance upon Mr. Gillan's testimony .'so criticiZe AmttrIteeh'.
proposed tariff because it includes both per-Une and usage rates for the pricing of the
ULS element, including a flat rate for the line port, a flat rate far the trunk port and
volume-sensitive ungtt.

Because Ameritech incurs switching costs on a predominantly per-tine basis,
AT&T and Mel contend that it is consistent with the fundamental principle. of cost
causation that the ULS subscriber should also pay for the ULS element on a per line
basis, without a usage charge. (MCI Ex. 2.2P at 53~).

Therefore, consistent with the above, they recommend that Amenteen be
required to fil., within 30 days of the Commission's Order, a new ULS price structure
on a per-line basis which accurately reflects the contrad prices of Ameritech's principal
switch vendors, along with an analysis demonstrating tNil this calculation reasortably
estimate. tna actual, per-line cost of switching. In the interim, they propose that ~he

Commission adopt the interim UlS rate of $5.01 per-line per-month as calculated by
Mr. Gillan (incorporating various modifications as recommended by AT&T witness
Webber) in WortdCom Ex. 1.3P. Sch. 3P.

Position of Staff

Staff agreed with WorldCom in part, contending that • flat monthly switching
charge would be appropriate for much of the local switching element.

Commission Analysis and Conclusion

We rejed AT&T/MCI's objection to Ameriteen Illinois' CCS capacity adjustment
in developing its local switching costs. Their r.liance on ACAR is inappropriate
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because ACAR was developed for tne retail LRSIC studies and does not address now
to apply the proper CCS ~dty adjustment. CCS-relatect costs are necessarily
incurred in any forward-looking unbundled switch design. Mr. Palmer explained that the
adjustment is necessary to capture the difference. between engineered and available
capacity. 8ecIiuse th_ costs are C8used by the provision of unbundled line-side ports
to new entrants, the ces capacity adjustment was property applied to those unbundled
ports.

Or. Ankum erroneously charged that the UlS cost studies ignored the difference
between host and remote switches in Ameriteen Illinois' network. In fad, Mr. Palmer
explained that those studies utilized the existing mix of host and remote (as well as
stand-alone) switches.

Arneritech's proposed tariff includes a combinlltion of per-line and usage rmes
for the pricing of the ULS eiament, including a fl. rate for the line port, .. flat ,.e for
the trunk port and volume sensitive usage. The individual portions of Ameritech's
switch pricing propou' were developed through the use of the SCIS Model.
AmeritllCh's own testimony rev-eals ht SCIS overstates the uuge-cost of local
switching and produces results intended to support Arneritech's pricing structure and
objectiv••, nat its underlying costs. Basad on a revitIW of Ameritech's switching
contracts, it is dear that the primary basis used by switch vendors to charge Ameritech
for its switches is a price per line. a.cause Ameritech incurs switching costs on a
predominantly per-line basis, we find it consistent with the fund8mental principles of
cost causation tnat the ULS subscriber should also pay the UlS etement primarily on a
per line basis, without a usage charge. However, as Staff noted, this does not totally
preclude a minimal per-minute cnarge each time a particular line is accessed in order
for Ameritecn Illinois to recover actual costs incurred whenever the switch is activated.

We fail to understand Ameritech tIIinois' internet analogy since it is unclear how
flat rates for other carriers, as opposed to the end-user, will result in inefficiencies.

Therefore, we require Ameritech to file a new ULS eost study which establishes
prices primarily based on tne flat-rate terms of its vendor contrads. The cost study
should delineate tne usage costs incurred whenever a portion of the switch is activated.
and Ameritec:h Illinois should be allowed to recover this incremental cost from the
elEC, either as a portion of the per-line charge, or through a small cnarge per minute
of use TIw uRge charge should not recover any costs associated with the Initial cost
of the switch, but only ttlose usage-sensitive costs necessary to operate and maintain
the switch. AIMritech Illinois' stUdy should be filed within 30 days of th. entry of this
Order. Tariffs reflecting Ameritech Illinois' costs should be filed 15 days thereafter In
the interim, the Commission adopts the interim UlS rate of 55.01 per line per month as
calculated by WorldCom witness Mr. Gillan in WoridCom Ex. 1.3P, Sen. 3P.
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PDSltlon of Amefttech

Mwr'itech IlIinoil propose. thllt carrier. pay $.005 for each call tarminated on
the other carrier's networtt. Ameritech illinois argues that this charge is baNd upon its
cost studi••, which use the 10ng••tabUshed NCAT model which use. inputs which
represent aU of Ameritech Illinois' central cffIces ilS well ilS the trunkin; network.

Position of TeO

reG rec:ommended that Amentech Illinois set • call termination en.,... baaed on
the number of lin. connected to the other carrier's network. TeG argued that tMe value
of providing a price signal by .charging on a per catl basil is outweighed by the cost of
measuring tho.. calls. TCG stated that the costs of rneaauring the.. local call
terminations are not very d",erent trom the TELRIC of the actua' function it_If. TeG
witnes. Montgomery thus characterized these measurement costs .s a dNdweight
ec:onomic toas. He said that Ameritech illinois' measurement and billing cost wal in
excess of half of the 'ower limit of the FCC's d8faIlt cast of a loeal call termination of
0.2 cents. (TeG Ex. 1, p. 25). TeG argue. that insisting upon measuring eec:h can is
eccnomic waste that crNt•• a b8"ier' to competition. h meintains that flat rate cn.ges
oftan are the bast renaction of coats in telecommunications networks because nMYiOrk
costs are incumtd on a capacity basis rather than a usage sensitive basis. (TCG Ex. 3,
p.8-9).

Commission Analysis and Conclusion

We will not at this time require the development of a flat rate termination charge
as proposed by TeG witness Montgomery. Ameritec:h Illinois' use of the long
established NCAT model uses inputs which inclUde central offices and the trunking
network. TCG did not pre.ent sufficient evidence to allay our concern that a non usage
based mechanism could conflict with the Act's requirement in" 252(d)(2)(A), that rates
recover the "additional costs· a,sociated with terminating calls.

G. Pole. and Conduit

Position of Ameriteeh Illinois

Am.rit.en Illinois based its cost study for poles. dUcts, and conduit on the FCC's
prescribed formula for rate development in Docket No. "'81, in which the FCC
addressed calculation of total and usable dUd space, occupied conduit, and
administrative, depreciation, maintenance, and tax expenses, and pocket No. 86-212,
in which the FCC addressed pole attachment rates. Ameritech Illinois' proposed rates
do not vary significantly from the existing tariffed rates.
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Mel witn... Ankum contended that pole investments are non-volume sensitive
costs that should be allocated among all users of these fecilities.

Commission Analysis and Concl".ion

Amerited"l Illinois' proposed rat•• fuUy comply with the FCC's prescribed
methodology for poles, duets and conduit. No patty has raised any persualive basis
for the Commission to depart from the methodology adopted by the FCC and applied by
Amerited'1 Illinois.

Or. Ankum's proposal to allocate pole investments among all users of those
facilities confuses cost recOvery with cost causation. As disculHd by Mr. Palmer.
Ameritech Illinois' pole investment costs are volum.sensittv., derived by dividing its
pot. investments by its investment in ..,.ia. c:abIe and allignin9 a prapottionate share
of pote expenses to all services using _rial cable on • per foot bais. This awoeet"
properly assigns COlts to tho.. responsibte for causing them. In any event, as Mr.
Palmer demonstrated, an adjustment in Ameritech Illinois' pole factor by the net
revenue received from other companies would lead to only a de minimis dacnt... in
loop costs of a few cents.

H.. lfecovetY of "Resitluar

Position of Ameritech Illinois

In the event that the FCC Order is reversed. Amerit.en Illinois supports the
Inclusion of an allocation of its "residual costs- in the rates established for UNEs,
interconnection, transport and termination services. Amerited'llllinois took the position
that Sections 252(d)(1) and (2) do not specify any particular definition of costs for
UNEs and intefconnedion, thereby giving the Commission the flexibility to include the
recovery of residual costs. Further, Amerit.en Illinois noted that the FCC, in rejecting
residual cost recovery. did not do so on a legal basis, but ratner on a policy basis,
citing ~ 705 of the .FCC Order. .

Ameritech Illinois defines the residual ("1994 capped residua''') as the gap
between its forward looking costs (TElRIC, shared and common costs) and its overall
1994 revenues. (AI Ex. 1.0 at 33 and 40). Mr. Gebhardt testifled that the 1'" capped
reSidual includes costs related to capacities deployed but not fully utilized, capitel costs
of common assets, and the cost of any incompletely depreciated ....ts whose
economic lives nave ended. (AI Ex. 6.0 at 34). Fin."y, ne acknowledged that the
reSidual may include excess profit. (Staff Ex. 3.00. Attachment 1 and Tr. 119 at lines
11-16).
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Amenteen Illinois proposes to allocate itl , 9£M Qlpped residual to UNEs.
intwconMCtion, transport and termination services using one of two altematives. Tn.
first alternative would aUocate the 1H4 capped residual using the rel.fv. e~.nded
TELRIC method. (AI Ex. 1.0 at 40). Tne second .Itemative would allocate the 1~
capped residual using a fixed markup of aDeut 2aMt oYer the TELRIC for each item.
(!4. at 43 and AI Ex. 1.1 at 20..21). .

Ameritech llUnois recognizes that contribYtion from its payphone CPE would
need to tM remoyed from the residual. (AI Ex. 1.2 at 7 and Tr. 1~ at line. 9-12).
Ameri'ed\ Illinois also recognizes that contribution from access charge. may need to
be removed from itl residual. (Tr. 98 line 19 to Tr. 99 line " Tr. 102 line 17 to Tr. 103
line 3 and Tr. 165 lines 12-'6).

Although Ameritech Illinois does not propose a mechanism to pha.. out the
residual al it il recoyered. Mr. Gebhardt stated, dUring eros. eamination, that it would
be appropriate to adjust the residual dowt1watd ovw time to the edent that any under
depfeciated plant and equipment. included in the ,...idUilI is fully depreciated using
Ameritech lIIinot" acc.terated depreciation schedules. Mr. Gebhardt added that once
the r..idual is AICOYerad, the percentage markup on each UNE may naec:t to be
reduced. (Tr. 1. tine 6 to Tr. 167 lina 18. and Tr. 221 line 9 to Tr. 222 line 17).

Mr. Gebnardt further testified that tn_ Commission's decision in the whol...I.
proceeding recognized the imponance of residual costs by adopting a 12m IISI
methodology which allocates such costs, including common casts end residual costs.
He said that recovery of the reSidual costs is important to maintain any semblance of a
rational relationship between the prices set for who'.sal. services in the whole..le
proceeding (Docket 9S-G(58) and prices that will be set in th_ current proceeding. Mr.
Gebhardt and Or. Aron testified that it is .~r.m.ly important to maintain same sort of
rational relationship to prevent ·sham unbundling·, where carriers would be IIble to
purchase wholesale services at SUb-wholesale rates through the purchase of end-toO'
end, unbundled network elements.

Amerit.ch Ulinois argues that recovery of its 1994 capped residual is appropriate
during the transition from a regulatory environment to competition (AI Ex. 6.0 at 35). It
says that regulated firms such as Ameritecn Illinois were originally in a position of
under-depreciating assets preCIsely because of regulatory mandate. To preclude
recovery of those costs now that the regulatory regime is overturned is to renege on the
regUlatory commitment. <J.sL. at 35). Ameritech Illinois state. that residual costs are
costs that were incurred to build Ameriteen Illinois' infrastructure. from which entrants
and their customers are benefiting when entrants '.a'8 UNEs. (AI Ex. 6.1 at 30-31). It
also maintains that the Commission's Aggregate Revenue Telt also recognizes the
residual as containing a legitimate cost which must be allocated between non
competitive and competitive services.

62



· "l-o. :C'_ -(..t.".C

96-0486/96-0569
Consol.

Position of Staff

In analyzing the "cost" standard set fOtth in section 252(d)(1) of the fedenll Act,
Std concludes th.t the rate for interconnection and UNEs snould be b.sed on forward
looking costs' since this would dIscourage inefficient entry into the m8f'ket and more
closely mirror rat•• that would be developed in a competitive market. However, Staff
also concludes that such rates should include a pro.,ata adjusted portion of Amentech
Illinois' residual costs, to the extent residual costs exist. (Staff Ex. 2.0 at 12-'4 and
Staff Ex. 3.0 at 8).

However, St8lf concludes that residual costs should not be included in the rates
established for transport and termination since they are, by their very nature, remnants
of the past. In a long term environment, the size of the residua' should change over
time due to change. in the remaining depreciation rates of undepreciatea a.sets.
However, the residual will not be affected by the change In the volume of transported or
terminated caUs. Aa a result, residual costs CMnet be conaidered "additional costs"
under the purview of section 252(d)(2) except to the axtent that the residual reflects
e~cess capacity costs and common, capital costs of transport and termination. (~at

9).
Staff argues that Ameritech Illinois enjoys significant economies of sea. that ..e

the produd at investments in tne network infrastructure over time that will benefit new
entrants. According'Y, it is equitable for new entrants purchasing UNEs to contribute
some share towards Ameriteen Illinois' residual cost. St8ft furth. contends that new
entrants purchasing Ameritech Ulinois' UHEs will only have • limited risk of stranded
investment. This is beCiluse. if a new entrant is unable to generate sufficient demand to
recover the cost of the purc:l'1ased network e'ements, it can reduce the number of
purchased elements or exit the market at little cost to itsalf. This in turn significantly
reduces the barriers to entry ilnd exit in the 10all exchange market. (St8ff Ex. 3.02 at
5). Finally, it is reasonable to compensate Ameritech Illinois for its cost of providing and
maintaining its UHEs, on tne basis of actual costs it they ara higher than forward
looking costs. Without campensating it for an adjusted pro-rata portion of its residual,
Ameritecn Illinois will have reduced incentive to continue investing and upgrading its
netlNork because it has no opportunity to recover such CClsts in an environment of
mandated unbundling and possibly declining forward looking costs. This outcome IS

not in the public intarest. (Staff Ex. 3.02 at 5).

While Starr supports allocation of the residual, it does not support dOIng so on
the basis of 1994 revenues. Staff contends that these revenues could contain excess
profits. This ;5 be(;au•• alternative regUlation allows Ameritech .Illinois to retain most
excess earnings resulting from increases in produdivity above historical levels. As a
result, a portion of the residual, although it did not start as economic profit (because It
was based on an acceptable rate of return) may now include excess profit (economic
profit). (Staff Ex. 3.00 at 18-19). Accordingly, Staff argues that Ameritecn Illinois'
1992 revenue requirement should be utilized. Staff also recommends that Ameritech
Illinois' 1992 revenue requirement be adjusted by the change in the price cap inde~
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("PCI") between 1~ and 1997. (St8ft Ex. 3.02 at 6). TP,ia treatment is ~propriate

because the ctwngII in tM PCI reflects the ov....11 cast changes expenenced by
Ameritech Illinois in providing service. (!Il.. at 7). AmerittlGh Illinois' 1112 revenue
requirement, as IIPPfOved by tM Commission in Docket 92.Q4.4M3-0231. was 12.047
billion. Adjusting.that figure by the change in tM PCI ~.n 1914 lind 1997 would
lead to a revenue requirament of 51.9'3 billion for purposes of estimating tP,e residual.
(Staff Ex. 3.03 at 2).

Staff concludes that the appropriate measure of cost for c.lculattng the residual
should repra..nt Amenteen Illinois' TELRIC. shared and common costs. using the
usumptions that are approved by the Commi'lion in this proceeding for purpose. of
calculating TELRIC. This measure of forward looking cost should be subtracted from
the revenue requirament (51.913 billion) calculated aboVe using StafF's pro~osed

adjustments. (!5L at 3).

Std not. that a ponion of the incumbent LEC's residual may hIVe occ:.~rred

over time as a result of the under depreciation of assets and required netwO~

investments. Further, a portion t'NIy exist because past COlts were higher than forward
looking costs. (St'" Ex. 3.00 at '8).

In response, Arnerttech Illinois disagr... with Stafrs proposal to adjust the 1192
revenue requirement by the change in the PCI between '9M and 1997. Ameritech
Illinois argues that the PCI does not reflect Am.itech Illinois' c:aat changes completely
because it includes a signfficant consumer dividend factor, a large input differential
which is not guaranteed to continue and a service quelity component that is unrelated
to Ameriteen Illinois costs. Ameritech Illinois also contends th. Staff is mistaken in
concluding that Amerltech Illinois' 1'" revenues contain eJCCeu profits. Ameritech
Illinois points out thllt the Commission used tne very same '914 revenue. in the
wholesale proceeding after engaging in an exh.ustiYe analysis of Amaritech Illinois'
costs in that proceeding. No party in that proceedmg argued thet excess profits were
being allocated by virtue of the whol...le pcp 'lIS1 methodology. and Ameritech IllinOIS
does not believe tne Commission shou!d credit such arguments in this proceeding.
Ameriteen Illinois also opposes Staff's proposal that the residual allocation be reduced
by changes to the price cap indax component of Ameritach Illinois' price cap plan,
because such a reduction assumes that Ameritech Illinois' overall costs are decreasing
and the opposite is probably true, because demand for Ameritec:h Illinois' services has
been growln;. nat decreasing, thereby reSUlting in an increase in volume sensitive
costs.

Ameritech Illinois also contends that Staff's methodo6agy of removing retail costs
from the residual r.sults in tP,. double removal of such costs. This is because Staff
recommends that Ameritech Illinois first aUocate a ponlon of the residual to Its retailing
cost, and then in addition, allocate a pro rata portion of the residual to the rates cherge
for UNEs, thereby also removing retailing costs attributable to the residual.
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Ametitech Illinois also responded to Staff's contention that only a limited portion
of the r.sidual snould ~ allocated to transport and termination services. Ameritech
Illinois argues that a full. ero rlS' share should be aUocated, beCause transpen and
termination rate. Ihould recover the COlts associated with providino that service, citing
Section 252(d)(2) of the Ad. Ameritec:h Illinois maintains that the rasidual includas
uaiss capacity. not included in the T!lRIC for transport and termination sarvices.
which constitutes an "additional cost" resulting from transport and termination.
Am.riteen Illinois allo note. that the residua' contains capital COlt. .ssociated with
common costs which a'sa canstituta "additlona' costs" pursuant to section 252(d)(2).
Finally, Ameriteen Illinois argue. that 811 residual casts are additional costs when
demand shifts occur from services to network elements. Therefore, residual costs
should be thought of • shifting to the network elements wnere cost recovery can
occur. (Ameritech Illinois Ex. 1.1 at p. 13).

In reply, Staff dis..... with Ameritaen illinois' contentions regarding the
consumer dividend factor in the PCI. Unlike rata of retum regu'.ion, price ClIP
regulation provides an incumbent lee with significant incentive. to incr... efficiency.
This is because price cap regUlation allows Ameritech Illinois to retain all UCtIs.
earninglresulting from productivity enhancements over historical productivity levels.
The consumer dividend compo.....nt in the PCI was Mtopted to ensure that ratepllyers
benefited from any improvements beyond Ameritach Illinois' historical productiVity
levels, and to provide Ameritech minois with an added productivity incentive. Staff
believes the PCI can be viewed a. a proxy for Amaritllch illinois' increasad efficiency
and lower costs during the life of the price cap pl.n. (Staff ex. 3.02 at 36).

Staff also disagrees with Ameritech Illinois' contention that the service quality
component of the PCI ctaes not reflect cost changes to Ameritech Illinois. In its Order
in Docket 92-~8193.Q239, the Commission 8dopted a service quality component in
order to encaurage Ament.ch Illinois to comply with eight distinct service qualify
standards. It functions to penalize Ameritsch illinois by .25-" in additional rate
reductions for each service quality standard thet is missed. (ICC Order in Docket 92
0448/93-0239 at 58-59). To the extent Ameriteen Illinois fails these service quality
standards and incurs service quality penalties because it has eliminated operator
assistance and maintenance positions, or streamlined its operator assistance
procedures to minimize cast, the service quality component of the pcr does reflect
reductions in Ameriteen Illinois' costs. (Tr. 1939 lines 6-8). With regard to Am.ritecn
Illinois' charaderization of the consumer dividend as significant, Staff is of the opinion
that issues relating to the magnitude and reasonabteness of the consumer dividend
witnin Ameritech minois' PCI formula are more appropriately addressed in Ameritech
Illinois' five year price c:.p review in '998. With reg.d to the input price differential
component of the PCI, Staff notes tnat it reflects Amerit.ch Illinois' past experience with
input prices. As a result. it reflects changes in Amerit.ch Illinois' costs of providing
telecommunications services. To the extent Ameritech Illinois feels that past
experiences with input prices are not guaranteed to continue I such concerns are
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appropriateIV adGreU8d during the five year price cap review proceeding in 1998.
(5t'" ex. 3.02 at 38).

With reprd to Ameritech IIlinoil' aceSI capacity argument, 51_ has no
objection to the use of a realOn.ble projection of anticipWtd network usage for the
purpose of pricing transport and termination. Staff agree. with AmeritKh Illinois that
_cess capacity associated with transport and termination constitutes "additional cost"
pursuant to section 252(d)(2). However, it would only be the portion of excess capacity
asSOCiated with the difference betwHn target network filt (utiliZed by Ameritech Illinois
to develop its TELRICs for transport and terminatiOn services) and the r.asonable
projedion of anticipated network usage and not exeass capacity retated witn the
difference between target network fill and current actual fill. Further, Staff agrees with
Ameritech Illinois that capita' costs auociated with common costs constitute "additiona'
cost" pursuant to section 252(d)(2). (StItff Ex. 3.02 at 17-18). Therefor., to the extent
Amerited'! Illinois quantifies the effect of th••• two items in its residual, the specified
quantity should be allocated across an transport and termination minutes. Staff points
out however that Am.ritech Ulinois has not quantified the.. portions of the residual in
this proceeding. (!SL. at 18).

With regard to retailing costs, Staff responds that Ameritectl Illinois appears to
be rearguing the Cammiuion's decision regarding "avoided" vs. "avoidable" r.iling
costs. The issue is not whether Amerited't Illinois will actually experience retailing cost
savings as a result of providing UNEs. The issue is whether such retailing costs would
be ineurred if Ameritect1 Illinois were to exit the retail market and provide only
wholesale type services and UNEs. In the wholesale proceeding, the Commission
found that Ameritech Illinois would avoid retailing costs if it ••ited the retailing mark.t.
The Commission also coneluded that a portion of the residual is attributable to
Am.riteeh Illinois' retailing functions, and as such should be removed from contribution
prior to its allocation among whole..le services. St.".s recommendation in this
proceeding is fully consistent with the Commission's approach. ~ at , 9). Staff alia
notes that attributing a portion of the residual to retailing functions provides I better
proxy for the "costs" al as.ociated with providing UNE and interco""edion services as
speeified in section 2S2(d)(1) of the federal Act. This is because such costs represent
the cests of providing Am.rit.en Illinois' network to carrier custamers on a Wholesale
basis.

Staff also maintains that there is evidenee in this proceeding that there are
retailing costs in the re.idual. For example, both Mr. Gebhardt and Or. Aron have
testified in this proceeding that the residual include. the capital costs associated with
common costs. (Ameritech Illinois Ex. 1.1 at 17 and Amerit.eh Illinois Ex. 6.0 at 31).
Since a portion of common casts constitutes retailing costs, surely the capital COlts
associated wit" these retailing common costs s"ould be removed from the portion of
the residual allocated to UNEs and interconnedion services. (Staff Ex. 3.02 at 19·20).
Finally, if a portion of the residual is not allocated to retailing funetions. Ameriteen
Illinois' wholesale operation will provide it with more contribution towards the residual
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